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General Business Conditions 





HE steel strike is being settled, but its 

effects will be felt for many weeks to 

come. About 85 per cent of the indus- 

try’s capacity has been closed down for 

more than four weeks, resulting in the 
loss of over 10 million tons of ingot production. 
Strikers forfeited over a quarter of a billion dol- 
lars in wages, and additional millions of dollars 
in wages and profits were lost at companies doing 
business with the steel mills. Further losses will 
be suffered before the dislocations caused by the 
strike are eliminated. 


At this price, the union has won an improved 
version of the original offer by the steel com- 
panies. The 3-year, no-strike agreement provides 
for increases in wages and fringe benefits esti- 
mated by the union as equivalent to 20.8 cents per 
hour in the first year and 45.6 cents by the third 
year. In an about-face from its stand in previous 
contract negotiations, the union demanded and 
was granted a cost-of-living escalator clause — 
tacit recognition perhaps that the union members 
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need protection against the wage-price spiral 
which these substantial wage boosts might well 
touch off. The steel industry is expected to offset 
the increase in labor costs by raising steel prices, 
probably by $10 or so per ton. 


The end of the strike is only the beginning of 
a long process of reheating coke ovens, blast 
furnaces, and open hearths, bringing them back 
into production, and finishing steel to customers’ 
specifications. Repairs necessitated by the shut- 
dou will delay full-scale production, but ingot 
output may reach a relatively high level in a 
couple of weeks. Officials of steel companies say 
it may be anywhere from a few weeks to several 
months before the quantity and quality of steel 
flowing from the mills is fully restored to pre- 
strike levels. 

Impact of the Strike 


The impact of the strike upon the economy 
was cushioned by widespread vacation shut- 
downs at metal-fabricating plants in early July 
and by inventories of steel accumulated during 
the first half as a hedge against price increases 
and shortages. Reports of plant closings for lack 
of steel have been A Ha and relatively minor. 
Most firms have been able to dip into steel stocks 
to maintain business as usual. The automobile 
industry, in fact, assembled more passenger cars 
in July than in June and boosted weekly output 
to the highest rate since late April. 

Altogether, the Federal Reserve Board esti- 
mated in mid-July that industrial activity had 
been cut about 4 per cent by the strike, equiva- 
lent to a drop in the production index to 185 or 
136 in July from 141 in June. A rebound is indi- 
cated for August as steel mills, coal mines, and 
other allied industries get back into production. 

The strike also hit heavy construction projects, 
railroads, and other forms of transportation. Re- 
tail sales, however, appear to have been main- 
tained close to the record June level. Depart- 
ment store sales in the first three weeks of July 





were better than in July 1955, when sales, sea- 
sonally adjusted, were second only to the scare- 
buying in the early stages of the Korean War. 
Even steel-making centers like Chicago, Buffalo, 
and Birmingham reported year-to-year increases 
in department store sales for at least two of the 
first three weeks of July. 


Then and Now 

Inevitably the current situation invites com- 
parison with the 1952 steel strike and its after- 
math. At that time, the end of the strike was 
followed by a scramble to rebuild steel stocks 
and an accompanying upswing in business ac- 
tivity which in four months carried industrial 
production 10 per cent above the level which 
had persisted with little change for a year and 
a half before the strike. In due course, inventory 
accumulation gave way to inventory adjustment 
and the 1953-54 downturn. Some have called this 
post-strike period “a bubble on the boom”. The 
question ‘ally is whether a similar bubble will 
form only to burst as in 1953. 

This year’s strike, like that in 1952, followed 
an extended period of stability in over-all pro- 
duction, but there are important differences. In 
1952, the strike occurred at a time when business 
had nearly assimilated the previous year’s heavy 
accumulation of consumer goods inventories and 
defense output was still building up. This year, 
some inventory adjustment has been under way, 
but probably it will go farther. Pre-strike stocks 
of steel were smaller in 1952 and the tonnage 
lost because of the strikes was twice as great. 
Except in items that were already scarce, work- 
ing stocks of steel have not been depleted nor 
supply “pipelines” drained this year to the extent 
they were four years ago. Consequently, the 
scramble to rebuild stocks may be less vigorous 
than in 1952, although there will be pressing 
demand for steel for current operations. Further 
inventory adjustment in some other lines should 
moderate the upsurge and help prevent excesses. 


Improved Fourth Quarter Prospects 

However much the steel strike may have dis- 
rupted activity in metal-working lines during the 
third quarter and however unfortunate its im- 
pact on the persons involved, the need to catch 
up points to a higher level of industrial produc- 
tion in the remainder of 1956. Many of the un- 
certainties which plagued business during the 
first half have cleared up now that the strike is 
over and the economy is still on an even keel. 


Purchases of steel in the first half had obviously , 


been inflated and some sort of cutback was due. 
The strike has compressed into a month or 
so the shakedown in steel inventories which 
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otherwise would have required a much longer 
period. The automobile industry also has suc- 
ceeded in reducing its inventories of new cars, 
and little difficulty is anticipated in clearing the 
way for introduction of ’57 models in October 
and November. 

Slowdowns and shutdowns for lack of steel 
have had the greatest impact on business outlays 
for new plant and equipment. Heavy construc- 
tion projects, oil-well drilling, and the manufac- 
ture of heavy equipment needed the structural 
shapes, plates, and ipe which were in short 
supply even before the strike began. Delays in 
getting steel for current jobs will push the ex- 
tensive backlog of plant and equipment con- 
tracts further into the future, thus assuring sup- 
port to the economy from this important sector 
well into 1957. 

With fewer inventory worries, a strong capital 
goods outlook, near-capacity operations and fat- 
ter payrolls int ‘eel industry, and improved 
business confidence, fourth quarter prospects 
look better than before midyear. 


$400 Billion and Still Growing 

Not only has the economy passed the much- 
heralded $400-billion-a-year mark, but its first 
half performance was better than generally ex- 
pected. Fragmentary and preliminary statistics 
available during the first six months of 1956 gave 
the impression of a slowdown in many important 
areas, and some saw in these indicators the be- 
ginning of a general downturn. Comprehensive 
estimates of the nation’s total output of goods 
and services, recently revised and brought up 
to date by the Department of Commerce and the 
Council of Economic Advisers, tell a different 
story. The gross national product during the 
second quarter rose to the record annual rate of 
$408.5 billion. The steady advance, from a $403.4 
billion rate in the first quarter and $401.9 billion 
in the final quarter of 1955, makes it clear that 
the adjustments in process during the first half, 
while severe for automobiles and other individ- 
ual industries, were not general or pervasive. 

The first half increase in national output was 
largely in business expenditures for plant and 
equipment and consumers’ purchases of non- 
durable goods and services, reflecting the record 
level of Seeculn income. This is not primarily 
an inventory boom; while business inventory 
accumulation in the first half year ran at an 
annual rate of about $4 billion, the rate did not 
accelerate during the period and is now prob- 
ably declining. Neither has government spend- 
ing provided a stimulus. 

The strength of the economy is further em- 
phasized by the fact that recent gains were made 
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without as solid support from homebuilding or 
the consumer durable goods industries as in 
1954-55, when they were the backbone of the 
recovery. In June, total employment reached 
a new record of 66.5 million, while new peaks 
are also indicated for personal income and retail 
sales. There is less slack in the economy than 
many persons believed earlier in the year, and 
consequently there is even more reason to guard 
against inflationary pressures. 

The cost of living made a relatively sharp ad- 
vance in both May and June and reached a new 
record for the first time since October 1953. 
Wholesale prices have leveled out near their 
peak. Farm and food prices have been recover- 
ing in recent months and no longer afford an 
offset to increases in industrial prices. In such a 
setting, with heavy demand continuing in many 
lines, the substantial wage and price increases 
in the steel industry will almost certainly spread. 


Half Year Corporate Earnings 


Corporate reports published during the past 
month show sales and earnings for the first half 
year generally in line with the continued high 
levels of production, trade, employment, and 
over-all national income. Our tabulation of the 
statements issued to date by 682 companies in 
manufacturing and other nonfinancial lines shows 
combined net income of approximately $5.4 bil- 





preceding quarter and up 4 per cent from the 
second quarter of 1955. Seven out of ten report- 
ing companies were able to make second quarter 
gains over last year. However, the spread in net 
income over last year has been narrowing. This 
is partly because earnings in the first half of 1955 
were still rising in their recovery from the 1953- 
54 recession. Another factor in the case of nu- 
merous companies was the pressure of rising 
costs en profit margins. 

As will be seen from the accompanying sum- 
mary, most of the major industry groups show 
moderate to substantial increases in net income 
for the half year, with somewhat smaller in- 
creases for the second quarter alone. Large 
numbers of manufacturing companies achieved 
new all-time records in their sales for the first 
half year, including leaders in food products, 
beverages, tobacco, paper, chemicals, drugs, 
steel, and building materials. Their net earnings 
after expenses and taxes, however, show widely- 
mixed trends, ranging from new peaks in profits 
to considerable reductions. For the manufactur- 
ing groups as a whole there was an increase in 
aggregate dollar sales of 7 per cent, and an 
increase in net income of 9 per cent. The 
changes, partly estimated, were as follows: 

Sales and Net Income of 507 Manufacturing Corporations 
In the First Half Year 
(In Millions of Dollars) 


ge— 
° : be 1955 1956 Amount % 
lion after taxes in the first half year, an increase Receipts from sales, etc... $47,929 $51,045 43,116 +7 
of 9 per cent over the first half of 1955. About Total costs, except taxen.__. 40.405 = 48,020 $3,615 +6 


three out of four reporting companies made gains. 
For the second quarter alone the net income 
was $2.7 billion, practically unchanged from the 





Balance before taxes... 7,524 8,025 + 501 +7 
Federal income taxes.t_™—. 3,675 8,847 + 172 +65 





Net income after taxes.nnn9 3,849 4,178 
Net income per sales dollar. 8.0c 8.2¢ 


+ 3829 +9 





NET INCOME OF LEADING CORPORATIONS FOR THE SECOND QUARTER AND FIRST HALF YEAR 
; (In Thousands of Dollars) 


Reported Net Income Reported Net Income 
















































































No. of Industrial Second Quarter Per Cent Half Year Per Cent 
Cos. Groups j 1955 1956 Change 1955 1956 Change’ 
24 Food products $ 41,330 $ 43,983 + 6 3 78,380 $ 87,052 + 11 
18 Beverages 14,832 18,798 t 27 28,125 28,451 + 23 
12 Tobacco products 41,519 44,055 6 72,980 81,036 + 11 
20 Textiles and apparel 8,822 5,723 — 85 18,837 16,418 — 13 

1 +#‘Tires, rubber products 12,041 12,661 + 5 25,028 25,3738 + 1 
27 Paper and allied products 86,452 44,864 + 23 69,407 86,791 + 25 
31 Chemical products 198,093 201,604 + 2 385,985 408,862 + 6 
17 Drugs, soap, cosmetics 44,443 55,603 + 25 88,207 118,927 + 35 
33 Petroleum producing and refining 520,811 617,231 + 19 1,063,601 1,273,705 + 20 
36 Cement, glass, and stone 89,165 90,450 + 1 156,136 164,761 + 6 
34 Iron and steel 244,761 265,531 + 8 418,001 510,274 + 22 
25 Electrical equipment, radio and television__.___. 93,355 811 — 10 84,893 150,485 — 19 
45 Machinery 40,417 60,679 + 50 716,529 113,198 + 48 
94 Other metal products 188,985 164,434 + 18 255,041 818,248 + 25 
80 Automobiles and parts 394,470 256,169 — 35 139,430 575,818 — 22 
19 Other transportation equipment 86,977 43,389 + 17 68,287 77,877 + 13 
40 Miscellaneous manufacturing 72,111 76,599 + 6 124,945 141,600 + 18 

507 Total manufacturing 2,028,084 2,086,084 + 8 3,848,812 4,178,376 + 9 
19 Mining and quarrying 80,719 36,911 + 20 60,077 70,419 +17 
25 Trade (retail and wholesale) 17,521 22,994 + 31 82,657 43,424 + 33 
20 Service and amusement industries 13,604 15,306 + 18 25,693 29,915 + 16 
89 Railroads 198,129 193,267 — 2 842,456 337,600 — il 
10 Electric power, gas, etc. 133,639 144, + 8 301,508 836,812 t 12 

Telephone and telegraph 163,471 189,040 + 16 322,201 368,955 15 

682 Total $2,585,167 $2,688,433 + 4 $4,933,404 $5,365,501 + 9 
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Excluding the important automobile and parts 
manufacturing industries, the half-year net in- 
come of the other manufacturing companies as 
a group increased by 16 per cent. This is despite 
the adverse effect of the auto curtailment on 
companies in the glass, textile, and nonferrous 
metal industries. 

In the fields other than manufacturing there 
were increases by a majority of the reporting 
companies listed in the summary. The percent- 
age gains in net income were larger for the 
mining, trade, and service-amusement groups 
than for public utilities. The reporting railroads 
as a group showed only a nominal change; the 
increase in their operating revenues (mostly 
freight) was offset by rising operating expenses 
and taxes. 

Publicly reported cash dividend payments 
during the first six months of this year rose 16 

r cent in dollar total to set a new high record 
i the period, according to Department of Com- 
merce computations. Increases occurred in all 
major categories of manufacturing, as well as in 
the fields of mining, trade, railroads, electric and 
gas utilities, communications, and finance. 


Trend of Steel Earnings 

Although a group of 34 iron and steel com- 
panies reporting for the first half year shows an 
increase in combined net income of 22 per cent 
over 1955, the extent to which this gain will be 
reduced by the strike remains to be seen. More- 
over, 1955 was the first time in the $l-year period 
covered by our tabulations of corporate annual 
reports, as summarized in the April issues of this 
Letter, that the rate of return on equity capital 
in the steel industry came up to the average for 
the manufacturing industries generally. This is 
brought out in the accompanying chart. 
PER CENT 
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Average Annual Rates of Return on Net Assets of Leading 
Companies in the Steel Industry and in the Manufacturing 
Industries Generally 


During the active 5-year period 1925-29 the 
net income after taxes of the reporting steel 


companies ——— an average return on 
book net wo 


or net assets at the beginning of 








each year of 7.8 per cent, compared with 11.0 
per cent for total manufacturing. 

During the depressed 10-years 1930-39 the 
average return for steel (including five deficit 
years) was only 1.5 per cent, compared with 5.6 
per cent for total manufacturing. 

During the World War II years 1940-45, when 
steel earnings were held down more than in- 
dustrial earnings as a whole by rising costs, 
fixed selling prices, and high taxes, the steel 
average was 6.7 per cent, compared with 10.3 
per cent for total manufacturing. 

During the decade 1946-55, comprising the 
widespread postwar business boom, the steel 
rate of return was 11.7 per cent compared with 
14.5 per cent for total manufacturing. Only in 
1955, according to our figures, did steel, with a 
return in that year of approximately 15 per cent, 
catch up with total manufacturing. 

In the postwar period the net earnings as 
reported by corporations generally were swelled 
by such factors as the abnormal demands for 
goods, inventory profits growing out of rising 
commodity prices, and depreciation charges in- 
adequate to meet replacement costs. Moreover, 
the rates of return represented were computed 
on book net assets that greatly understated cur- 
rent values. 

For the entire 3l-year period covered by our 
tabulations the steel companies realized an aver- 
age return on book net assets of 6.7 per cent — 
less than two-thirds the 10.3 per cent average 
shown by reporting companies in manufacturing 
generally. This long-term record of the leading 
steel producers is pertinent in judging recent 
claims that the industry's current profits should 
be shared more liberally with employes. If steel 
earnings had held up better, comparatively, the 
industry would have had more incentive and re- 
sources to increase capacity. The companies to- 
day need their profits, and more too, to make 
capital investments to keep up with demands. 


Pressures on Working Capital 
In view of the heavy demand for funds and 


the large expansion in business borrowing from 
banks that became necessary last March at the 
time of corporate income tax payments, the lat- 
est quarterly financial survey by the Securities 
& Exchange Commission and Federal Trade 
Commission has been awaited with considerable 
interest. The figures, released last month, reveal 
the marked shifts in working capital which oc- 
curred during the first quarter and which were 
repeated during the second quarter in connec- 
tion with the final tax instalment paid June 15 
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and with financing further accumulation of in- 
ventories. 

Tax payments by the larger corporations (hav- 
ing tax liabilities over $100,000 annually) are be- 
ing accelerated each year in accordance with 
statutory provisions. Payments of the 1955 tax 
liability were required to be made 5 per cent in 
September 1955, 5 per cent in December, 45 
per cent in March 1956, and the remaining 45 
per cent in June 1956. Payment of this year’s 
tax liability must be made 10 per cent in Septem- 
ber 1956, 10 per cent in December, 40 per cent 
in March 1957 and the remaining 40 per cent in 
June 1957. 

The SEC-FTC figures indicate that all U.S. 
manufacturing corporations, numbering over 
110,000, reduced their holdings of cash durin 
the first quarter by approximately $1.5 billion an 
U.S. Government securities, including tax antici- 
pation certificates, by $2.1 billion. The cash and 
equivalent thereby released went mainly into a 
reduction of $2.2 billion in federal income taxes 
payable, and an increase of $2.1 billion in inven- 
tories. 

At the same time, an additional $1.0 billion 
of funds was obtained through short-term bank 
loans (excluding term loans having over one 
year maturity) while $1.1 billion was absorbed 
by increased receivables and some $700 million 
was used to reduce other notes and accounts 


payable. 


Working Capital of All U.S. Manufacturing Corporations 
(In Billions of Dollars) 
































First Quarter 
Mch. 31 Dec. 31 Mch. 31 ——Chan 

Carrent Assets 1955 1955 1956 1955 1956 
eee $15.6 $14.1 — 6 —1.5 
U.S. Govt. sec. 12.2 15.8 18.2 — .2 —2.1 

Subtotal ——.......$27.8 $30.9 $27.8 — 7 —3.6 
Receivables, net... 25.3 27.8 28.9 +1.5 +11 
Inventories 43.4 46.9 49.0 + .1 +2.1 
Other current 2.7 2.9 8.3 + 1 + 4 

Total $98.6 $108.6 $108.5 + 9 <a 
Current Liabilities 
Bank loans, short... 5.1 5.1 6.1 + 3 +1.0 
Other notes & a/c... 16.7 18.8 18.1 — 2 — 7 
Fed. income taxes... 9.4 13.3 11.1 —1.8 —2.2 
Other current 7.6 1.9 8.2 + .6 + 8 

Total $38.8 $45.1 $43.5 — 8 —1.6 
Net Working Capital 59.8 63.4 65.1 +1.7 +1.6 
Ratios: 
Current assets to : 

current liabilities... 2.54 2.41 2.50 


Cash & govt. securities 
to current liabilities 


1 69 68 

In comparison with the initial quarter of 1955, 
the drafts upon cash and government securities, 
as well as the liquidation of tax payments and the 
build-up of inventories, were all much larger, as 
may be seen from the table and the accompany- 
ing chart comparing the major items of current 
assets and current liabilities. That the bank loan 
curve, despite the rise in the first quarter of this 


year, remained below ’53 reflects the fact that 
the figures cover current liabilities only and ex- 
clude the longer-term loans. 


CURRENT ASSETS CURRENT LIABILITIES 
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Major Items in Current Assets and Current Liabilities of 
All U.S. Manufacturing Corporations 


With the help of bond and stock sales, term 
loans, and profit plowback, manufacturing cor- 
porations during the first quarter increased their 
net working capital — the excess of current assets 
over current liabilities—by $1.6 billion to a new 
peak in excess of $65 billion. The current ratio 
— current assets to current liabilities — rose from 
2.41 to 2.50 and holds within the range of the 
past two years. 
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Working Capital of All U.S. Manufacturing Corporations 
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However, the “cash” ratio— cash plus govern- 
ment securities to current liabilities — declined 
from 0.69 to 0.63, the lowest level in three years. 
The trend since 1939 in these dollar totals and 
ratios is shown in the preceding chart. 

Net working capital today is twice that at the 
end of World War II and more than four times 
that of prewar 1939. The increase has been 
needed to meet the demands of the growin 
population and rising living standards, couple 
with the great advance in wages and prices. 

The ability of American industry to add each 
year several billions of dollars to working capital 
and at the same time to invest billions in new 
plant and equipment has strengthened impres- 
sively its position both physically and financially. 
Nevertheless, the quarter-to-quarter changes in 
the future will bear watching as to the effects 
upon cash resources of the heavy and irregular 
tax payments, -and the continuing large outlays 
for property expansion and modernization. While 
a liquidation of steel inventories is expected to 
release some funds during the current quarter, 
many companies may find themselves needing to 
conserve cash through more conservative divi- 
dend policies, or to replenish cash -by additional 
bank borrowing or by bond or stock financing. 


Credit Policy 


So far this summer the money and capital mar- 
kets have been busier than usual, a product of 
pressures for funds in a boom year together with 
the help afforded by a relaxation during June of 
the Federal Reserve's policy of credit restraint. 
Business firms that had become concerned over 
where the money was coming from to pay for 
their expansion programs welcomed the oppor- 
tunity to arrange financing. ' 

In moderating their policy the Federal Reserve 
authorities were no doubt influenced by a slack- 
ened expansion of mortgage and instalment cred- 
it, the levelling course of industrial production, 
and apprehensions that business corporations, 
with expansion programs moving full tilt, would 
need to enlarge bank borrowings to meet the 
heavy federal income tax payments which fell 
due June 15. The need of the Treasury to float 
more than $15 billion new securities during 
the course of the summer — mostly to cover ma- 
turities but also to cover seasonal deficit — be- 
came a further factor dictating moderation of 
credit restraint, not to mention the separate in- 
fluence of the steel strike as a check on business 
and also on credit demands. 

The Federal Reserve authorities, without dis- 
turbing the established 2% and 3 per cent dis- 
count rates, had eased the pressure on the banks 





by the familiar means of government security 
purchases in the open market. From the year’s 
low point of $23,200 million on May 28, the 
Federal Reserve Banks built their government 
holdings up to $23,863 million on July 4. In the 
following three weeks holdings were pared back 
to $23,367 million. The open market purchases 
relieved needs of banks to borrow to accommo- 
date credit demands. Daily average member 
bank borrowings from the Federal Reserve 
shrank from a peak of $1,060 million during 
April to around $750 million in July. 


Bill Yield Decline 


The Federal Reserve buying had even more 
dramatic effects on yields on Treasury bills, the 
type of security in which open market operations 
are concentrated. Additional depressing influ- 
ences on bill yields were the passing of the June 
tax date and the postponement from July to 
August of the usual Treasury borrowing in antici- 
pation of March income tax collections. Yields 
on 91-day Treasury bills, which in April went 
as high as 2% per cent, dropped down during 
July into a range of 2% to 2% per cent. 

The drop in bill yields led to two % point cuts 
in rates offered on notes sold in the open market 
by commercial paper dealers, but was not symp- 
tomatic of any general easing of credit. Corpora- 
tions with temporary surpluses of cash were will- 
ing to invest in Treasury bills and other near 
equivalents of cash but the disappointing recep- 
tion of the Treasury's exchange offer of $12.9 
billion 2% per cent twelve and one-half months 
notes was a truer index of the pressures on the 
market coming from the side of demands for 
funds. 

The June expansion of bank loans to business 
amounted to $1,061 million for the weekly re- 
porting member banks, moderately less than the 
rise in March but much greater than in any 
previous June. In July, influenced by heavy cor- 
porate bond flotations, the steel strike, and nor- 
mal seasonal influences, business loans receded 
from the peak, providing banks a welcome 
breather prior to the expected fall upswing. 


Active Business Borrowing 


It is surprising that business loans were not 
cut back in larger degree by the bond offerings of 
corporations, which have been pushed forward 
at a fast pace to finance capital outlays and re- 
lieve overstrain on bank credit lines. At rates 
from 3% per cent to 3% per cent, a range estab- 
lished in April, high grade corporate bonds en- 
countered a thick stratum of demand from insti- 
tutional investors who, to take them on, were 
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tempted to reduce mortgage lending, sell U.S. 
bonds, and curtail common stock purchases. 
PER CENT 
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Average Yields on New Issues of High-Grade Corporate Bonds, 
Adjusted te Aaa Basis, and Long-Term U.S. Bonds 


The sustained flow of new issues of high-grade 
corporate bonds, at yields ranging upwards from 
3% per cent, created a spread of % point or better 
over yields on U.S. bonds and led to a weaken- 
ing in Treasury bond prices during July. Some 
issues, under pressure of continued selling by 
banks and insurance companies, approached the 
low levels reached during April of this year. 
Prices of State and municipal obligations tended 
to drift gently lower. 

As July progressed it seemed that the authori- 
lies were allowing pressure on lenders to re- 
accumulate. Certainly the buoyant retail trade 
reports, and the slow upward drift of living costs, 
gave no reason for relaxation of fundamental 
policy which calls for reasoned measures of re- 
straint on access to borrowed money if we are 
to hold economic stability. 





Treasury Financing 





Following achievement of a $1.7 billion fed- 
eral budget surplus in the 1956 fiscal year ended 
June 30, the Treasury on July 16 opened ex- 
change subscription books on its first financing 
of the 1957 fiscal year, a $12.9 billion refunding. 
The Treasury offered 2% per cent twelve and 
one-half month notes, dated July 16 and maturing 
August 1, 1957, in exchange for $12,388 million 
2 per cent notes maturing August 15, and $550 
million 1% per cent notes due October 1. 

In recognition of the stronger budget position, 
the Treasury deferred to August its initial cash 
financing to cover the July-December seasonal 
deficit. This usually has come in July. 

It became evident that investors were luke- 
warm towards the offering when the exchange 
“rights” failed to command premiums during the 


three day subscription period, July 16-18. 


Refunding Results 


Final results released by the Treasury revealed 
that investors exchanged $12 billion of the ma- 
turing notes for the new 2%s but left unex- 
changed for redemption in cash at maturity 
$882 million, 7 per cent of the total maturities 
and 18 per cent of the portion held outside the 
Federal Reserve. 


The lack of a more enthusiastic response re- 
flects basically the same pressures for funds that 
have raised borrowings from banks to new peaks. 
Short-term securities such as the 2s falling due 
August 15 are held largely by corporations as 
interest-bearing “cash”. Many holders considered 
the August 1957 maturity of the new 2%s too 
long in view of earlier needs for cash. Further, 
some investors subject to the 52 per cent cor- 
poration income tax rate found that outstanding 
Treasury obligations selling at discounts in the 
market could offer higher after-tax yields be- 
cause of the lower tax rate on long-term capital 
gains. 

Cash Borrowing in August 

The Treasury was not embarrassed by the dis- 
appointing reception of the rn, offering. 
The August cash borrowing can include sufficient 
additional funds to take care of redemptions of 
the unexchanged notes. Nevertheless, under 
other circumstances, with a less favorable budget 
position, heavy short-term maturities can prove 
seriously embarrassing to the Treasury and create 
needs for the Federal Reserve, directly or in- 
directly, to supply additional funds to replenish 
Treasury cash. In other words, the Treasury’s 
obligation to redeem at maturity gives the market 
opportunity to draw more cash into the credit 
system, thus weakening the effectiveness of a re- 
strictive credit policy. 

The experience serves as a useful example of 
the wisdom of the policy of stretching out debt 
maturities at every opportunity. 


On July 9 the President signed the bill to raise 
the statutory debt limit for one year from $275 
billion to $278 billion, thus giving the Treas 
leeway to increase the public debt $5.6 billion 
from its $272.4 billion June 30 level. During the 
1956 fiscal year, which ended June 30, the Treas- 
ury operated under a $281 billion temporary debt 
ceiling and actually built up to a $280.3 billion 
total before the flush of January-June revenues 
pulled the figure down. A $3 billion surplus dur- 
ing the current fiscal year could eliminate the 
need for temporary annual increases in the debt 
limit, ease by redemptions the Treasury's short- 
term debt financing problems, and open the way 
for tax rate reductions. 








August, 1956 





Role of U.S. Investment in Canada 


The traditional friendship between the United 
States and Canada is one of the blessings for 
which Americans are truly thankful. Every 
American schoolboy knows of the thousands of 
miles of unfortified frontier between the two 
countries — an example of how neighboring peo- 
ples of different nationality can dwell side by 
side in mutual trust and confidence. The citizens 
of the U.S. and Canada move freely back and 
forth across the border with a minimum of red 
tape, and ties of trade and investment have been 
growing steadily closer. 

Yet inevitably, where two sovereign nations 
are linked so intimately, causes of disagreement, 
misunderstanding, and friction occasionally arise. 
It happens among the best of friends. People 
of good will on both sides of the border have 
been somewhat concerned by the appearance 
lately of a new issue which has attracted some 
attention. That issue has been the extent to 
which foreign capital, particularly American, has 
penetrated Canadian enterprises. The New York 
correspondent of the London Statist discussed 
the issue informatively in the May 19th issue 
under the heading of “Too Much U.S. Invest- 
ment in Canada?” 

Anxiety on the part of some Canadians over 
this issue has cropped out recently in public dis- 
cussions, sometimes in such emotional terms as 
to suggest. that American capital is no longer 
welcome in Canada. In the interest of continued 
good U. S.-Canadian relations, it behooves Ameri- 





cans to inquire to what extent criticism of Ameri- . 


can investment policies exists among the Cana- 
dian people, what it is based on, and what Ameri- 
cans can do to meet it. 

Such an inquiry is timely also because of 
the impressive picture it reveals of the growth of 
the Canadian economy and the energy Cana- 


dians have applied, often in conjunction with - 


foreign capital, to make that growth possible. 


Background of Present Discussion 

That some Canadians have been unhappy 
about the role of U.S. investment in Canada 
comes as a surprise to most Americans. Such in- 
vesting has been going on for a long time, and 
has seemed natural and in accord with past 
patterns of international capital movements. 
The United States, with its comparatively de- 
veloped economy, has had a surplus of capital to 
invest abroad. Canada, as a comparatively young 
and vigorously growing country, has been de- 
pendent in a measure upon capital imports, just 
as was the United States in the earlier days of 
its history. 





During the opening years of this century, when 
Canada experienced its first most pronounced 
expansion, British capital predominated in these 
imports. Since the middle ‘twenties, however, 
American capital has taken an increasing lead. 
Proximity, confidence in fair treatment and in 
the future of the country, and absence of restric- 
tions on the free transfer of earnings and capital 
across the boundary, have accorded Canali a 
top rating in the minds of American investors. 
With the coming of Empire Preference in the 
early 1930's, additional incentive appeared for 
establishment of Canadian subsidiaries of Ameri- 
can corporations to export to the preference area 
from Canada rather than from the United States. 

Since World War II additional factors have 
accelerated the flow of U. S. funds to Canada. 
Depletion of some American natural resources, 
coupled with a growing realization of the vast 
Canadian resources, has encouraged a steady 
stream of American capital into development of 
iron ore, oil and natural gas, lumber, nonferrous 
metals, and other basic commodities. While some 
of the inflow has taken the form of portfolio in- 
vestments of a speculative character, most of it 
has represented investment by major American 
interests in leases, plants and facilities, and the 
like, based on long-range considerations of 
growth and convenience to sources of supply. 


Why the Recent Flare-up? 

Since all this is a familiar story, why the flare- 
up over these investments? 

The first answer is politics. With a national 
election in Canada presumably coming up some- 
time in 1957, the question of American “domina- 
tion” of Canadian industry and natural resources 
has become a political issue. Such phrases as 
“dollar diplomacy”, “economic colonialism”, “alien 
stranglehold”, and the like, illustrate the color of 
some of the debate. 

Critics complain that American concerns have 
been draining off Canadian raw materials to feed 
USS. industries instead of processing them in Can- 
ada. Canadians have been exhorted “to declare 
their economic independence of the United 
States”, and foreigners warned that “we are not 
going to be hewers of wood, drawers of water, 
and diggers of holes for any other country, no 
matter how friendly that country may be.” 

A second influence was the recent controversy 
over the granting of a Canadian Government 
loan to the Trans-Canada Pipe Lines Co., Ltd., 
to help build a natural gas pipeline from Alberta 
to eastern Canada. While no one questioned the 
need for the pipe-line, the opposition objected 
to the use of federal funds in financing a com- 
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pany that is predominantly owned by USS. in- 
terests. The project precipitated a bitter fight 
in the Parliament, further dramatizing the issue 
of foreign control of Canadian resources, and 
irritating feelings all around. 


A third reason, underlying the others, is found 
in the report — last spring by the Domin- 
ion Bureau of Statistics (DBS) on “Canada’s In- 
ternational Investment Position 1926-1954.” 

This report showed that of $12 billion of for- 
eign capital invested in Canada since 1900 nearly 
half came in the last decade; moreover, of the 
$5.4 billion inflow in the latter period some 85 

r cent came from the United States. What 
startled Canadians was the extent to which for- 
eign capital was found to have assumed a major 
role in the most dynamic parts of the economy — 
oil, mining, and manufacturing. As the Canadian 
Financial Post expressed its concern: 


Most people have known that American participation 
in Canadian industry has been soaring since the war, 
but few have realized the extent of foreign domina- 
tion. ... 

In 1926 Canada controlled 65 per cent of its manu- 
facturing; in 1953 it was 53 per cent; today it may 
be no more than half. In 1926 Canada controlled 62 
per cent of its mining; in 1953 it was 43 per cent; today 


it is probably lower still. Taking altogether petroleum 
(in all its phases), all mining and sey bot all other 
manufacturing, Canada in 1953 was just keeping ahead 


of the United States in its ownership of those aspects of 
Canadian business. 

The following table, based on the DBS report, 
shows for selected Canadian industries, the dis- 
tribution of control as between Canada and 
other countries, particularly the United States: 


CONTROL OF SELECTED CANADIAN INDUSTRIES IN 1953 
(In Millions of Dollars) 























Per Cent of Total 
Amount Controlled Controlled 
Total 
Invest. in Can. in U.S. Can. U.S. Other 

Manufacturing: 
Pulp & paper._£$1,285 $ 582 $ 544 45 42 13 
Textiles 611 513 53 84 9 vi 
Chemicals . 572 159 809 28 54 18 
Elec. apparatus... 386 108 240 28 62 10 
Transp. equip... 624 164 26 
Iron & steel 355 340 96 
Beverages .......... 336 276 528 82 36 a 
Agricul. machy... 164 109 66 
All others 8,796 2,039 1,504 54 89 7 

Sub-total ...... 8,129 4,290 8,178 53 89 8 
Min. & smelt’g. 

incl. petroleum. 2,524 1,089 1,890 43 55 2 
Petroleum refining, 

merch., & trans. 1,135 257 845 23 74 8 

Total 11,788 5,636 5,413 48 46 6 





Where Canadian Savings Have Gone 


However, in considering these figures, the first 
requirement is to get things in perspective. 
According to the DBS report, over 80 per cent 
of Canada’s large capita] outlays in recent years 
has been financed from domestic sources. This 
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includes practically all of the new housing, most 
of the outlays in agriculture, transportation, 
roads, schools and government works, and much 
of the expenditures in public utilities, merchan- 
dising and some of the manufacturing industries, 
including steel and textiles. 


Actually, Canadian savings available for in- 
vestment have, as Minister of Trade and Com- 
merce C. D. Howe pointed out in the Parlia- 
ment, been much greater than even these figures 
would suggest. A good portion of these savings 
was invested abroad. From 1946 to 1949 and 
for some years before that, and again in 1952, 
Canada was a net exporter of capital. So if one 
allows for Canadian investments abroad and 
the use of foreign resources as a percentage of 
net capital formation, it turns out that not more 
than 6 per cent of Canadian investment in the 
postwar period depended on foreign resources. 


This is an impressive achievement. 


The aspect to be stressed here, however, is 
that, despite the near adequacy of Canadian sav- 
ings over-all, Canadians have preferred to in- 
vest some of their capital abroad and, in general, 
to channel their funds into fixed income securi- 
ties rather than into the type of equity securities 
associated with the development of the great 
resource industries, in which American capital 
has taken so prominent a part. Various reasons 
for this were outlined by Douglas Gibson, presi- 
dent of the Canadian Political Science Associa- 
tion, at the annual meeting in June: 


Most important is the nature of Canadian develop- 
ment, with its emphasis on the large-scale mineral and 
forest industries with their huge requirements for cap- 
ital and the related need for some reasonable assurance 
as to markets. Developments of this kind require large 
amounts of risk capital and, with only a limited number 
of large Canadian-owned corporations in these areas of 
enterprise and comparatively few individuals of great 
wealth, it was almost inevitable that United States capi- 
tal should play an important part. 

It may also be noted that Canadian institutional col- 
lectors of long-term savings have not traditionally in- 
vested much in equity capital, nor have they been en- 
couraged to do so by our legal arrangements. The most 
important factor of all in the development of large-scale 
resource projects is the prospect that markets will be 
available for the ultimate production. Large American 
and American-controlled concerns with their connections 
and sometimes entrenched position in the United States 
markets have naturally been in a strong position from 
this point of view. 


It is noteworthy that Canadian investors, de- 
spite unbounded confidence in the future of their 
country, have been net sellers of Canadian equi- 
ties over the past few years. This is in spite of the 
incentive to hold them offered by the 20 per cent 
Canadian tax credit to Canadian nationals on 
dividends from Canadian corporations. 
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How Canada Has Benefited 
From the foregoing facts two points stand out: 


(1) While Canada has been generating most 
of the savings needed to finance her rapid de- 
velopment, there has been — for the reasons 
given —a shortage of venture capital which has 
had to be met from outside sources, in large part 
from the United States. 


(2) As Mr. Gibson observed in his address, 
the flow of foreign and U.S. investment money 
to Canada has occurred almost entirely as a re- 
sult of the free movement of funds and enter- 
prise. “Americans and their companies,” he 
pointed out, “made their investments under our 
laws, like anyone else.” 


Canada has benefited from this capital inflow, 
both internally and externally. Internally, these 
investments, despite their concentration in the 
primary industries, have had a “multiplier” effect 
upon the economy at large, providing more jobs 
and encouraging the growth of new centers of 
population, with all the attendant demands for 
new homes and public and private services of in- 
numerable variety. To quote Mr. Gibson further: 


Even the briefest study of the impact of the discovery 
of oil in Alberta demolishes the popular fallacy that the 
basic industries do little to encourage the growth of 
population and secondary industry. 

It is no coincidence that Alberta has become one of the 
fastest growing provinces in population. It is true, of 
course, that the amount of employment directly related 
to the production of oil is small. But the huge investment 
involved, with all the related construction of refineries, 
pipelines, gathering systems, roads, and so on, the rev- 
enues and royalties arising from the oil, the demands for 
supplies, and the stimulus to the development of indus- 
tries using oil or natural gas as materials or fuels, provide 
a tremendous and still widening impulse to economic 
growth, including that of “secondary” industry. 

Externally, Canada has benefited from this 
capital inflow in that it has helped to finance the 
import requirements of the huge capital expan- 
sion program without drain upon the country’s 
foreign exchange resources — even to the point 
of the Canadian dollar selling at a premium over 
the U.S. dollar. These investments are already 
bearing fruit in developing new exports or sup- 
plying goods that otherwise would have to be 
imported; and this is expected to increase as time 
goes on, adding to Canadian financial and eco- 
nomic stability in the future. 


The following chart indicates the relatively 
greater growth characteristics of exports in the 
major growth industries (wood and paper, iron 
ore, nonferrous metals, oi] and natural gas, and 
chemicals) in which foreign capital has most 
actively participated, than in other lines. 
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Canadian Foreign Investment and Exports of Major 
Growth Industries, and All Other Exports 


The charge that these exports are depleting 
Canada’s raw material resources without benefit 
to Canada would appear to be more emotional 
than factual. In considering the broad benefits 
to Canada of ——— ese resources, cited 
above, it may be noted also that timber — to 
mention one basic commodity — is under modern 
reforestation practices no longer a wasting asset. 
Moreover, in the case of forest products and 
minerals as well, Canadian processing of the raw 
material has in general been increasing, not 
decreasing. As for oil alone, the $1.1 billion of 
foreign capital invested, with $850 million of 
Canadian capital, is saving the country close to 
$300 million of foreign purchases annually. 
~ In the case of iron ore about which there has 
been some hue and cry, the Canadian iron and 
steel industry practically since its inception has 
drawn heavily upon U.S. resources. It is only 
very recently that Canadian ore exports to the 
United States have exceeded imports from this 
quarter. Traffic in raw materials between the 
two countries has been, and is, by no means a 
one-way street. 

In fact, the impression apparently held in 
some Canadian circles that Canadians are be- 
coming increasingly “hewers of wood, drawers 
of water, and diggers of holes” for other people 
is not borne out by figures of Canadian exports 
to the United States. For example, in 1954, the 
latest date for which such figures are available, 
only 21 per cent of Canadian exports to the 
United States were classified as raw materials, 
as against 36 per cent in 1939 and 31 in 1929. 


A Question for Canadians 
But, when all is said and done, the basic 
question for Canadians themselves to decide 
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boils down to whether it is in their best inter- 
ests (a) to continue accepting foreign capital 
freely, with a resulting stimulus to more rapid 
economic growth including development of raw 
material resources and exports, or (b) to dis- 
courage capital imports and rely more on domes- 
tic savings and markets, at the cost of a slower 
rate of material progress. Realistic Canadians are 
well aware that they can hardly expect to have 
their cake and eat it too. 

That there is little or no solid sentiment in 
Canada for the second alternative is indicated 
by statements of high government officials and 
business and financial leaders. The following 
excerpt from an address by Trade Minister 
Howe in Hamilton, Ontario, last April is typical 
of many that might be cited: 

I share the desire of Canadians to be free from de- 
pendence on large scale imports of capital. As a member 
of the Canadian Government, I do all I can to help main- 
tain conditions favorable for Canadian investors, in the 
hope that one day we shall be able to look after all our 
capital requirements, if we choose to do so. The plain 
truth is, however, that Canadians have not generated 
enough savings to supply all the capital required for 
Canadian development fn postwar years. They have 
— to invest their savings in traditional Canadian 
ashion. As I said at the outset, Canadians are inclined 
to be cautious. 

Let us face the facts. Had it not been for the enter- 
prise and capital from the United States, which has been 
so freely at our disposal in postwar years, our develop- 
ment would have been slower, and some of the spec- 
tacular projects about which we are so proud and so 
rightly proud, since they are Canadian projects, would 
still be ie in the future. 

The provincial governments of Canada, which 
have a direct responsibility for industrial devel- 
opment within their borders, have already given 
their answers to this question. All of them, 
without exception, and regardless of politics, 
have made efforts to persuade American com- 
panies to establish within their borders. The 
Province of Ontario, for example, has for some 
time maintained an office in Chicago just for 
this purpose and is now reported to be opening 
je in New York City. 


A Question for Americans 

A question for Americans, and particularly 
for American companies having Canadian sub- 
sidiaries, is whether they are giving due weight 
to public relations in shaping their financial and 
operating policies. 

Canadians generally have welcomed the es- 
tablishment of American-owned branch plants 
and subsidiaries, and most Americans are fam- 
iliar enough with politics to take campaign ora- 
tory at a discount. Canadians, however, would 
like to see more opportunities for Canadian par- 
ticipation in the ownership of American projects 


operating within their borders, as well as more 
opportunities to advance to top positions of man- 
agement. Mr. Howe, in the speech just cited, 
stressed the ownership issue as follows: 


I am happy to note that Canadians are steadily in- 
creasing their equity holdings in many of the better- 
known projects in Canada which were originally de- 
veloped by non-Canadians. It seems to me that we can 
reasonably ask that opportunities to do so will be opened 
to Canadians who wish to invest in equities at the going 
price. I suggest that those companies that operate their 
Canadian projects as wholly-owned subsidiaries of a 
foreign corporation would do well to invite Canadian 
participation, through stock ownership in the Canadian 
subsidiary. 

I make this suggestion in the interests of the United 
States companies themselves. By giving Canadians an 
active interest in the success of their Canadian subsidi- 
aries, United States companies will, in my view, con- 
tribute immeasurably to their own prospects in this coun- 
try. 


This is a complex problem and, as experi- 
enced people will realize, there is no pat an- 
swer. There are American - controlled Cana- 
dian companies which are wholly American 
owned; olen in which ownership is mixed in 
varying proportions. Some are managed largely 
by Americans; others largely by Canadians. These 
companies, however, are all operating under 
Canadian laws, and are working side by side with 
Canadian-controlled companies in developing 
Canadian resources for domestic consumption or 
export. 

Under Canadian and U.S. tax laws and the 
Income Tax Convention between the two coun- 
tries, American companies have not been en- 
couraged to sell more than a small fraction of 
stock in their subsidiaries to outsiders. Under 
these tax provisions, it has been generally more 
attractive tax-wise for a United States parent 
corporation to continue to hold at least 95 per 
cent of the voting stock of a Canadian subsidi- 
ary. Canadian proposals, however, that the tax 
treaty be amended to correct this situation were 
reported last month to have resulted in an agree- 
ment between the two countries, subject to rati- 
fication by the Canadian Parliament and the U.S. 
Senate. 


American companies operating Canadian en- 
terprises have many factors to consider in de- 
termining their corporate setups, but one surely 
is concern for how Canadians feel. Such com- 
panies do well to bear in mind that they are in 
Canada as guests of the Canadian people. In 
striving to Be good guests they not only im- 

rove their own public relations in Canada, but 
help set an example to the rest of the world of 
the mutual benefits that flow from the cultiva- 
tion of a favorable investment climate. 
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